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When cities are unable to balance their revenues and expendi-

tures, for whatever reason, they are propelled into financial crisis. 

But the nature of the municipal financial crisis is another way in 

which city government is significantly different from a private busi-

ness. Private enterprises can more easily use the bankruptcy process 

to respond to overwhelming financial problems, reorganizing their 

debt and, in many cases, restructuring their business operations so 

that they can survive going forward. While the municipal govern-

ment does have access to the bankruptcy process under Chapter 9 

of the Bankruptcy Code, municipal bankruptcy is a very different 

procedure than bankruptcy for a private actor. In particular, it can be 

very difficult for cities to use bankruptcy with the same facilities as 

private enterprise.

In recent years, as the financial crisis of 2008 wreaked havoc on 

many local economies, more cities were propelled into bankrupt-

cy. The most notable and biggest of these municipal bankruptcies 

came in Detroit, which filed for Chapter 9 protection in 2013. The 

Detroit bankruptcy and others illustrate some of the unique and 

challenging problems arising in municipal bankruptcies. In particular, 

they demonstrate the problem of balancing the interests of com-

peting municipal constituencies, particularly a city’s employees and 

bondholders. This interest balancing can be complicated and difficult 

because state and federal law often make it harder for public entities 

to adjust their financial commitments to such constituencies.

This article surveys the problem of municipal bankruptcy and 

its recent manifestations, especially in Detroit. It concludes that the 

problem of financial distress in city government can be more effec-

tively managed if state and city governments make more detailed 

plans and procedures for addressing municipal financial problems as 

they arise. Too often, state law regulates the financial operation of 

cities without creating any intermediate steps between normal finan-

cial operation and bankruptcy. This article argues that the creation of 

such intermediate procedures and the establishment of overarching 

financial priorities can help to head off municipal financial problems 

before they metastasize and propel a city into bankruptcy court.

Part I of this article reviews the origin and basic parameters of 

Chapter 9, paying special attention to the ways in which the authori-

ty of state governments limits the ability of cities to seek bankruptcy 

protection. Part II discusses Detroit as a case study in municipal 

bankruptcy, particularly with respect to how the city was propelled 

into bankruptcy and to why the city’s financial problems were so 

difficult to solve. In Part III, this article investigates legal reforms and 

approaches that help cities deal with their financial distress through 

something other than a bankruptcy filing.

Part I. The Basic Outlines of Chapter 9
The Legal Framework for Municipal Bankruptcy
Municipal bankruptcy exists in a legal realm governed by conflict-

ing rules. The U.S. Constitution gives Congress a general power to 

establish “uniform laws on the subject of bankruptcies throughout 

the United States.”1
 
This authority, however, is limited because the 

Constitution also prevents federal power from intruding on the 

legal province of state government,2 especially through the Tenth 

Amendment, which provides that “the powers not delegated to the 

United States by the Constitution, nor prohibited by it to the states, 

are preserved to the states respectively, or to the people.”3 When 

Congress first considered creating statutes that would permit munic-

ipal entities to declare bankruptcy, it was well aware of the risk that 

broad municipal bankruptcy powers could interfere with the right of 

states to control their internal affairs.4 Thus, the structure of Chapter 

It is often said that government should be run like a business, making sure that 
its expenses do not exceed its revenues and resolving its financial choices 
rationally, with an eye toward efficiency. As a practical matter, it can be 
difficult for cities to achieve this ideal, especially because economically rational 

decision-making is often difficult to maintain in the highly charged political climate 
of city government. In many situations, the economically rational choice is simply 
not politically possible. And even when political considerations do not preclude 
efficient choices, such choices can still be difficult to implement because cities 
often have much less financial flexibility than private enterprises. Because they 
make many long-term commitments to spending, such as bond financing for public 
projects, cities often cannot easily or quickly adjust their financial position when 
faced with unexpected economic developments that affect their revenue streams.
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9 must be understood in terms of the need to balance the federal 

power to permit bankruptcy actions with the parallel power of the 

states to control the affairs of municipal entities, which are subdivi-

sions of state government.5

The federal rules for municipal bankruptcy were established in 

1934 when Congress enacted Chapter 9 of the United States Bank-

ruptcy Code.6 The enactment of Chapter 9 was prompted by the 

exigencies of the Great Depression, especially the struggles of city 

governments to maintain their own fiscal health as their residents 

struggled to keep their heads above water during the nationwide 

economic decline.7 These struggles were acute; by 1936, more than 

2,000 municipalities had defaulted on their debt obligations.8 

In general, Chapter 9 gave the federal judiciary the authority to 

provide protection for financially distressed municipalities, so that 

those municipalities could continue to offer essential public services 

while adjusting their debt obligations.9 After it was first enacted, the 

Supreme Court ruled that Chapter 9 was unconstitutional because 

it intruded upon state sovereignty in violation of the Tenth Amend-

ment.10 In 1937, Congress amended Chapter 9 to avoid the Tenth 

Amendment problems pointed out by the Supreme Court.11 Chapter 

9 was further amended after the fiscal crisis of New York City during 

the 1970s, eliminating the requirement that a debt readjustment 

plan could not be put into place until more than half of its creditors 

consented to it.12 These amendments were designed to make it 

easier for large cities, like New York, to take advantage of Chapter 9 

protections.13

Despite federal efforts to make it easier for cities to file for bank-

ruptcy, very few municipalities actually seek Chapter 9 protection.14 

To a great extent, this is because state governments still exercise 

their power under the Tenth Amendment to restrict their municipal 

subdivisions from entering bankruptcy.15
 
Only 12 states give cities the 

unconditional authority to file for bankruptcy; another dozen permit 

cities to file when certain conditions are met.16 Other states permit 

cities to file for bankruptcy, but they require that state government 

is involved in the process at some level.17 Georgia prohibits municipal 

bankruptcy altogether.18 Given these limitations, the recourse to mu-

nicipal bankruptcy has been infrequent. During the past 60 years, only 

63 cities, towns, or counties have sought Chapter 9 protection.19 

The Requirements for Filing Municipal Bankruptcy
Aside from any conditions or restrictions imposed by state law, 

Chapter 9 itself imposes five requirements before a city can file its 

bankruptcy petition.20 First, the entity must meet the Bankruptcy 

Code’s definition of a “municipality,” which is a “political subdivision 

or public agency or instrumentality of a state.”21 Second, the munici-

pality must demonstrate it is insolvent.22 According to the Bankrupt-

cy Code, a municipality is “insolvent” if it is “generally not paying its 

debts as they become due” or it lacks the ability “to pay its debts as 

they become due.”23
 
Third, a municipality must have the authority 

to do so under its state’s law.24 The fourth and fifth requirements 

are designed to ensure that the municipality is acting in good faith.25 

Thus, the fourth requirement provides that the municipality must 

“desire[] to effect a plan to adjust [its] debts.”26 The purpose of this 

condition is to prevent the municipality from using the bankruptcy 

process solely as a means to delay the repayment of its creditors or 

to evade its repayment obligations altogether.27 The fifth requirement 

mandates that the municipality must attempt to negotiate a debt 

readjustment plan with its creditors.28

Once the municipality meets these five requirements, it can file a 

petition, which must be accompanied by a list of its creditors and a 

proposed debt reorganization plan.29 If the bankruptcy court accepts 

the petition, the municipality receives the benefit of bankruptcy’s 

automatic stay, which prevents the collection of any of the munic-

ipality’s debt obligations during the pendency of the bankruptcy 

proceedings.30
 
After the bankruptcy court confirms the final debt 

readjustment plan, usually after negotiations between the munici-

pality and creditors and legal rulings by the court, the municipality is 

discharged from bankruptcy.31

The Costs and Benefits of Chapter 9
The first and principal benefit that municipalities receive in the 

bankruptcy process is the automatic stay. Once the automatic stay 

is in place, all collection actions against the city must stop, including 

those by the city’s own residents and officials.32 The stay provides the 

city breathing room for negotiating the reorganization of its debt.33

A second benefit of the municipal bankruptcy process is that 

the city can obtain judicial confirmation of the debt reorganization 

plan without the agreement of all of its creditors.34 As long as the 

plan is “fair and equitable” and one class of creditors accepts it, the 

bankruptcy court can compel all of the creditors to accept it.35 This 

process of compulsory acceptance is known as the “cram down.”36

Another benefit of the municipal bankruptcy process is that cities 

retain substantial authority to govern during the pendency of the 

bankruptcy case.37 This preservation of governing power is a product 

of Tenth Amendment considerations.38 The city’s ability to govern is 

most significantly preserved by the fact that there is no provision for 

a liquidation of municipal assets as part of the bankruptcy process.39 

Thus, the bankruptcy court cannot force a municipality to sell its 

inventory of police cars or fire trucks to pay its creditors.40 In addi-

tion, the municipality can raise taxes and take on additional loans as 

administrative expenses during the bankruptcy proceeding.41 This 

ability is crucial when the city has no remaining assets.42 

Finally, unlike a Chapter 11 proceeding where the judge effec-

tively controls most aspects of a business’ affairs, the court in a 

Chapter 9 proceeding has little power to control the administration 

of municipal operations.43 The presiding judge’s authority extends 

to ruling on whether the petition should be granted, confirming the 

proposed debt reorganization plan, and overseeing the implementa-

tion of the confirmed plan.44 If the city and the requisite subset of its 

creditors cannot come to an agreement on a reorganization plan, the 

bankruptcy court has no authority to impose any plan on the city and 

its creditors.45

Of course, municipal bankruptcy brings significant detriments. 

The most obvious downside of municipal bankruptcy is that it harms 

the bankrupt city’s reputation, making it harder for the city to 

convince new businesses or residents to locate there. For example, 

when Vallejo, Calif., entered the bankruptcy process, many of its 

residents and businesses left town.46 The city is now in the position 

of trying to attract new residents by offering guided bus tours of 

foreclosed homes to anyone with a loan pre-qualification letter and a 

driver’s license.47

The reputational damage of a municipal bankruptcy can also 

extend to the city’s credit rating. Many analysts have pointed out 

that bankruptcy will cause irreversible damage to a municipality’s 

bond rating, thereby greatly impairing its ability to obtain future 

credit.48 This effect of a bankruptcy should not be underestimated. In 
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2010, one ratings company, Fitch Ratings, threatened to downgrade 

the credit rating of municipalities that even discussed whether they 

should file for bankruptcy protection.49 Indeed, this effect can spread 

like an infection. A Chapter 9 filing by one city can have a negative 

effect on neighboring cities and even on the state as a whole.50 Bond 

rating agencies have also threatened to downgrade a state’s credit 

rating if any of its municipalities file for bankruptcy.51

Although this risk of a long-term adverse credit impact is real, 

there are countervailing examples to suggest that a municipal bank-

ruptcy might not doom a city’s credit rating forever.52 After Orange 

County, Calif., went into bankruptcy, it obtained AA rating within 

months after the conclusion of its bankruptcy case.53 This indicates 

that the most important thing about a municipal bankruptcy is the 

quality of the reorganization plan and the ultimate result achieved 

for creditors, not the simple filing of a bankruptcy case in itself. 

Evidence indicates that the credit rating agencies, and, more broadly, 

the credit markets are receptive to municipalities that have succeed-

ed in rehabilitating their financial situation in bankruptcy.54

There can be no doubt about another negative aspect of munic-

ipal bankruptcy: its cost. A Chapter 9 proceeding is very expensive 

and can use up municipal assets that could otherwise be paid to 

creditors or other stakeholders. In the bankruptcy case of Westfall, 

Pa., the city’s attorney and account fees exceeded $600,000.55 And 

this was in a case where the city had only one creditor and where 

there was no appeal challenging the reorganization plan.56

A couple of recent examples of municipal bankruptcies illustrate 

how these costs and benefits balance in concrete situations. When 

Vallejo, Calif., filed for Chapter 9 bankruptcy protection in May 2008, 

it faced significant limitations on municipal revenue57 at the same 

time that its debt was expanding dramatically.58 The bankruptcy 

process permitted the city to adjust compensation and benefits 

packages with city workers so that “city staffers now contribute 

more to their health insurance, new firefighters have lower pension 

plans, and the fire department no longer has minimum staffing 

requirements.”59 Even after the bankruptcy process ended, the city 

still imposes burdensome taxes on its citizens and businesses, public 

services remain “hollowed-out,” and many neighborhoods still have 

numerous abandoned homes.60 And the city still has to pay off the 

approximately $8 million in legal fees that the city incurred during 

the bankruptcy process.61

In Jefferson County, Ala., the county was propelled into bankrupt-

cy by the economic effects of political corruption and by a default 

on municipal bonds issued to pay for water and sewer improvement 

projects.62 Even after bankruptcy, however, the county’s sewer sys-

tem still does not work, staffing for county services has been reduced 

to a bare-bones level, and the county still must pay off its debts.63 As 

one county resident told a journalist, “Everyone wonders how the 

county will ever get out of this financial mess.”64

Part II. Detroit as an Illustration of the Unique Problems of 
Municipal Bankruptcy
As the Detroit case illustrates, the bankruptcy of a municipal govern-

ment often follows a period of significant municipal economic suc-

cess. This means that a city facing bankruptcy often has a legacy of 

economic commitments made during the good times, including and 

especially commitments to bondholders who funded municipal devel-

opment projects and to pension funds for the municipal employees 

who helped to run the city when it was booming. Addressing those 

commitments in a bankruptcy proceeding often involves difficult 

political and even moral questions that are not present in an ordinary 

personal or commercial bankruptcy.

As the nickname “Motor City” suggests, Detroit was once a pillar 

of the American economy and the core of the automobile industry in 

the United States. Since the 1960s, however, the city’s economy has 

been in a precipitous decline. According to the state official in charge 

of shepherding Detroit through the bankruptcy process, “decades 

of fiscal mismanagement; plummeting population, employment, and 

revenues; decaying city infrastructure; deteriorating city services; 

and excessive borrowing that provided short-term Band-Aids at the 

cost of deepening insolvency” left the city of Detroit as a “shadow of 

the thriving metropolis that it once was.”65

Detroit’s decline is most evident in the number of people and jobs 

in the city. Detroit’s population has fallen 63 percent from its peak 

shortly after World War II, and 26 percent just since 2000.66 “The 

number of jobs in Detroit (for residents and nonresidents) declined 

from 735,104 in 1970, to 562,120 in 1980, to 412,490 in 1990, to 

346,545 in 2012.”67 By June 2012, the city’s unemployment rate was 

18.3 percent, having nearly tripled since 2000.68 

Economic conditions for Detroit residents have also declined 

rapidly, leaving Detroiters much less well off than their counterparts 

in the rest of Michigan. Between 2007 and 2011, the average per 

capita income in Detroit was $15,261, while the average per capita 

income for Michigan was $25,482.69 During the same period, median 

household income in Detroit was $27,862, while it was $48,669 for 

the entire state.70 The home ownership rate in Detroit was 54 per-

Although this risk 
of a long-term 
adverse credit 
impact is real, there 
are countervailing 
examples to suggest 
that a municipal 
bankruptcy might 
not doom a city’s 
credit rating forever.
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cent; it was 76 percent statewide.71 Thirty-six percent of Detroiters 

live below the poverty line; the comparable figure for Michigan is 16 

percent.72

The city’s declining population and widespread economic hard-

ship have left city government with little money. As its population 

decreased, as its properties were abandoned, and as its residents’ 

incomes declined, the city’s tax base eroded dramatically.73 Detroit 

sought to compensate for its shrinking tax base by increasing its tax 

rate, but, of course, a higher per-capita tax burden only adds to its 

resident’s economic hardship.74 The city’s financial losses mean that 

city services are simply inadequate. The city is so cash-strapped that 

public services for residents and business are now severely inad-

equate.75 For example, 40 percent of the city’s streetlights do not 

work.76 More significantly, when residents call the police, on average, 

they have to wait almost an hour for the officers to arrive; the na-

tional average response time for urban police forces is 11 minutes.77 

When police do work on a case, their clearance rate is substantially 

below the national average.78

The toll taken by this economic decline is apparent everywhere 

in the city. Detroiters are not as safe as they once were. In 2012, 

the violent crime rate in Detroit was five times the national average; 

this was the highest rate in any U.S. city with a population above 

200,000.79 The city’s homicide rate is higher than it has been in 

40 years.80 The city’s physical appearance also reflects its overall 

decline. Detroit has 78,000 “abandoned and blighted” buildings and 

more than 140,000 blighted properties; among those blighted struc-

tures, 38,000 are considered dangerous.81

After decades of economic and population decline, Detroit was 

forced to file for bankruptcy under Chapter 9 of the United States 

Bankruptcy Code, on July 18, 2013.82 The city’s bankruptcy petition 

demonstrated how such decline could lead to overwhelming public 

debt. According to the petition, Detroit had more than 100,000 cred-

itors, owing them a total of more than $18 billion.83 Of the total debt, 

$11.9 billion was unsecured debt and $6.4 billion was secured debt.84 

Broken down further, the city’s debt included:

Approximately (a) $5.85 billion in special revenue obligations; 

(b) $6.4 billion in other post-employment benefits liabilities; 

(c) $3.5 billion in underfunded pension liabilities based on 

current actuarial estimates; (d) $1.13 billion in secured and 

unsecured general obligation liabilities; (e) $1.43 billion in 

liabilities under pension-related certificates of participation 

(COPs); (f) $295.5 million in swap liabilities related to the 

COPs; and (g) $300 million in other liabilities.85

The bankruptcy petition also pointed out that this debt burden 

was unsustainable. According to the petition, the debt service on 

Detroit’s general obligations “consumed a staggering 42.5 percent of 

the city’s revenues in the 2013 fiscal year.”86 The city estimated that 

this percentage would increase to 65 percent of revenues by 2017 in 

the absence of bankruptcy relief.87

Relieving Detroit’s overwhelming debt burden and restoring the 

city’s finances to a manageable condition required an enormous 

reduction in debt. But the nature of the city’s obligations made it 

much harder to effect such a reduction. In particular, there were 

two categories of Detroit’s debt that were governed by legal rules 

making it much harder to reduce or eliminate the city’s obligations: 

(1) pension obligations to the city’s current and former employees 

and (2) municipal bonds, which were backed by the full faith and 

credit of the city. Figuring out how to reduce these debt obligations 

within the limits of the law was the crucial problem in Detroit’s 

bankruptcy,88 and it reflects the unique problems of municipal 

bankruptcies generally.

With respect to Detroit’s pension obligations, the problem was 

that the Michigan Constitution provided specific and special pro-

tection to the pension plans of public employees. In particular, the 

Michigan Constitution provided that “the accrued financial benefits 

of each pension plan and retirement system of the state and its polit-

ical subdivisions shall be a contractual obligation thereof which shall 

not be diminished or impaired thereby.”89 More generally, the Mich-

igan Constitution (like the U.S. Constitution) included a “Contracts 

Clause,” which provides that “no … law impairing the obligation 

of contract shall be enacted.”90 A variety of groups associated with 

Detroit’s public employees argued that these two rules of state law 

precluded any diminution of the city’s pension obligations.91

The problem of dealing with pension funds is complex, involving 

more than questions about whether the provisions of Chapter 9 give 

bankruptcy courts the authority to override certain state and federal 

rules protecting the interests of pension holders. There are import-

ant practical considerations relating to public employees’ reliance on 

their pensions for retirement income. For example, certain public 

employees are not eligible for federal Social Security benefits and 

must rely entirely on their public pensions for retirement income.92 

In addition, many public employee pension plans are not insured 

by the Pension Benefit Guarantee Corporation; this was true for 

both Detroit’s police and fire pension plan and its pension plan for 

nonuniformed personnel.93 As a result of these unique circumstanc-
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es, adjusting municipal pension obligations through the bankruptcy 

process has more significant consequences for public employees 

than the adjustment of pension obligations for private employees. 

With respect to the city’s bond debt, the question arose about 

how to adjust Detroit’s obligations in bankruptcy in light of the 

limitations on Detroit’s ability to generate revenue through its 

taxing power.94 In other words, the bankruptcy court had to make 

two important determinations before allowing Detroit to reduce its 

bond debt. First, it had to determine whether Detroit could generate 

enough tax revenue to pay its bond obligations, given that it was, at 

the time of the bankruptcy filing, levying taxes at the maximum rates 

allowed by law.95 Making this determination required the bankruptcy 

court to consider whether Detroit’s ability to direct its tax revenue to 

its bond debt would have been undermined by its other obligations, 

especially its pension obligations.96 Second, the bankruptcy court 

had to determine whether the city’s current economic conditions and 

future economic prospects would allow it to generate enough tax 

revenue to pay down its bond debt over the long term.97 

These questions had to be addressed at the outset of the case, as 

a matter of determining whether Detroit was eligible for bankruptcy 

protection at all.98 On Dec. 5, 2013, the presiding judge, Hon. Steven 

Rhodes, issued a lengthy opinion to resolve these and other founda-

tional questions.99 With respect to the public employees’ arguments 

under Michigan’s Pension and Contracts Clauses, Judge Rhodes held 

that accrued pension benefits could be adjusted in Chapter 9 pro-

ceedings, notwithstanding the limitations imposed by the Michigan 

and U.S. Constitutions.100 Similarly, Judge Rhodes held that the city’s 

bond obligations could also be adjusted, even when those bond ob-

ligations were secured by special-purpose revenue streams or other 

methods of dedicating specific portions of the city’s funds.101

In the final reorganization plan, Judge Rhodes faced an additional 

problem: how to balance the sacrifices that city employees and bond-

holders would have to make. Ultimately, Judge Rhodes concluded 

that the city’s interest in protecting the welfare of its 32,000 employ-

ees, who provide essential services, was greater than the city’s inter-

est in its bondholders.102 In this connection, it was important to the 

court that the pre-bankruptcy pension benefits were so modest.103 As 

the court noted, before the restructuring plan, Detroit’s nonpublic 

safety workers were entitled to annual pension benefits of $18,000; 

for public safety workers, who are ineligible for Social Security, the 

annual benefit was $30,000.104 In the end, current city employees 

were placed into a new retirement plan with reduced benefits, and 

former city employees agreed to a reduction in their benefits and in 

their cost-of-living increases.105 With respect to the bondholders, the 

court held that they would have to accept even more significant cuts 

in the amounts they would receive.106

Part III. Making Municipal Bankruptcy Less Frequent and  
Less Painful
Although the bankruptcy process may, in the final analysis, have 

more benefits than costs for a financially overwhelmed city, munic-

ipal bankruptcy still has consequences that are more harmful than 

good for those associated with the city, especially its employees, 

residents, and creditors. The challenge for cities is to avoid those 

negative consequences for their constituents and stakeholders. The 

obvious way to accomplish this objective is for cities to manage their 

finances so that bankruptcy is unnecessary. But, because financial 

crises are impossible to avoid entirely, it is not enough for cities to 

simply strive to keep their books balanced. It is also necessary for 

city and state governments to plan for contingencies so that, on the 

rare occasion when bankruptcy is unavoidable, its detrimental effects 

can be mitigated. This section discusses several methods that cities 

and states can adopt to make municipal bankruptcy rare and less 

catastrophic for everyone involved.

Monitoring to Prevent Bankruptcy
Of course, the best way to prevent the negative consequences of 

municipal bankruptcy is to make sure that bankruptcies do not occur 

in the first place. Vigilance and sound planning by municipal officials 

are essential in this regard, but, as the recent spate of municipal 

bankruptcies has shown, it is not enough in itself. Cooperation 

between state and city officials can be crucially important, and one 

way to promote such cooperation is for state governments to provide 

financial monitoring for their city governments.107 Such monitor-

ing can reveal emerging financial problems that might escape the 

attention of local officials because it provides a second perspective 

on municipal finances.108

Current approaches to financial monitoring at the state level are 

mixed. These various approaches to state monitoring reflect differing 

political opinions and traditions about the proper relationship be-

tween state and local governments.109 In one sense, these differences 

about the proper extent of state supervision of city government are 

analogous to differences about the proper allocation of government 

power and responsibility between the state and federal governments. 

Just as there must be room for different opinions about federalism, it 

is important to recognize that there can—and should—be differenc-

es among the states about how they should construct their rela-

tionships with city governments.110 But even significantly different 

political traditions in this connection can accommodate a significant 

role for state governments in providing financial monitoring oversight 

to city governments.

Currently, 19 states provide some form of financial oversight 

for city governments.111 All of these oversight systems provide that 

cities should furnish state government with data about certain key 

factors: the city’s current assets and liabilities, its fund balances, 

information about flows of revenue and spending, debt amounts and 

types, economic conditions in the city, trends in demands for city 

services, and current and anticipated legal challenges that would 

involve significant costs and/or potential liabilities.112 But these states 

differ significantly about what they do with this data. For example, 

Washington maintains a website at which each city’s financial profile 

can be viewed,113 but it does not have any formal program authoriz-

ing a state agency to intervene or provide assistance if the posted 

data indicates a risk of municipal financial distress.114 Illinois follows 

a similar method for collecting data, but, like Washington, it has no 

procedure by which a state official monitors the data and provides 

advice or assistance when the data reveal a problem.115 In New York, 

the state comptroller is responsible for analyzing the data submitted 

by cities to produce a “stress score.”116 Cities with high scores are 

offered financial management assistance by the state.117 In North 

Carolina, cities cannot issue bonds on their own; state government 

does it for them, and it will not issue any bond without an analysis of 

the city’s financial health.118

Regardless of any state’s political traditions regarding the rela-

tionship between state and city governments, it seems essential that 

states provide monitoring and analysis services for municipal fiscal 

May 2017 • THE FEDERAL LAWYER •  71



health.119 Such a monitoring system need not involve active manage-

ment of city affairs by the state. But, at a minimum, states should 

ensure that cities have the analytical resources available to identify 

looming financial problems, and they should ensure that every mu-

nicipality in the state is assessing its own financial health according 

to a shared set of metrics.

Pre-Planning for Post-Bankruptcy Recovery
It is axiomatic that a municipal bankruptcy only happens because a 

city has made significant mistakes in managing its financial resourc-

es or because a city has encountered profound economic problems 

outside the control of city officials. Once the bankruptcy process 

provides the adjustment and restructuring of municipal debt, it is es-

sential that the city has a recovery plan that diminishes or eliminates 

the risk of a recurrence of the problems that prompted bankruptcy in 

the first place. As one municipal bankruptcy attorney noted, “Chap-

ter 9 provide[s] the breathing room, [but] the recovery plan provides 

the resolution.”120 Consequently, dealing effectively with bankruptcy 

means that, before bankruptcy is even a possibility, state govern-

ments should identify a method by which cities in financial distress 

can develop a recovery plan.

The Detroit experience offers an example of how to establish 

such a method for developing a recovery plan. In the wake of the 

Detroit bankruptcy, Michigan state government prescribed a financial 

structure that the city would have to implement on a going-forward 

basis.121 This structure included the establishment of a financial 

review commission that would oversee the implementation of the 

post-bankruptcy recovery plan. The commission was designed to 

act as an independent watchdog over city finances, ensuring that 

the localized political pressures did not undermine sound, long-term 

financial management for the city. In approving Detroit’s debt reorga-

nization plan, the bankruptcy court noted: “It cannot be emphasized 

enough that the long-term feasibility of the plan of adjustment will 

depend on the effectiveness of the Financial Review Commission. 

This is a matter of extraordinary weight and responsibility.”122

Having an independent decision-maker in a position to review 

financial performance and supervise fiscal choices means that the 

city’s post-bankruptcy fiscal policy will be insulated from political 

considerations, at least to a certain extent. The value of this kind of 

independent oversight means that the preservation of the city’s fiscal 

health will be a pre-eminent consideration in decisions about munic-

ipal spending and revenue. The city will not be in a position where 

this value will not be overwhelmed by the immediate needs of certain 

constituencies, as expressed through the political process. 

Where this kind of independent oversight is missing, cities can 

slip back into financial distress. Recent events in Vallejo show how 

problematic this can be. When Vallejo went into bankruptcy in 2008, 

the burgeoning costs of salaries and retirement benefits for police 

and firefighters were a key cause of the city’s fiscal distress.123 In the 

city’s debt reorganization plan, Vallejo significantly reduced these 

costs, and this reduction was essential to the preservation of the 

city’s future financial health.124 But once the bankruptcy process was 

over, the California Public Employees’ Retirement System, the state’s 

public pension entity, began asking for higher contributions from 

local governments each year. Vallejo’s most recent annual financial 

report indicates increasing distress, largely because of these growing 

payments, which could exceed 60 percent of the city’s payroll costs 

by 2016.125 This problem could have been mitigated or avoided with 

better coordination at the level of state government and a better 

method for dealing with contingencies that placed stress on the city’s 

fragile financial health in the wake of its bankruptcy.

Setting Priorities and Balancing Obligations
Another important consideration in preventing municipal bankruptcy 

is the establishment of financial priorities among all of the constitu-

encies who rely on payments from cities. In particular, establishing 

such priorities means figuring out how to balance the competing 

claims of employees and bondholders.126 This balance is important 

as a means of setting the expectations of those constituencies before 

bankruptcy is even on the horizon. In addition, having such priorities 

set as a matter of state law can make it easier for cities to accommo-

date the competing claims of those groups in its annual budgeting 

process. If the employees and bondholders know, at least in a general 

sense, how their interests will be affected by a city’s insolvency, they 

will be more likely to accept compromises before such an insolvency 

occurs. Without this kind of foreseeability, constituents might each 

have an incentive to avoid compromise and risk propelling the city 

into bankruptcy, hoping that they could prevail in vindicating their 

interests over and above competing groups through the bankruptcy 

process. Since the Detroit bankruptcy was led in 2013, California, 

Michigan, Nebraska, and Illinois lawmakers have considered legisla-

tion that would spell out the order of payment in certain instances, 

with preferential treatment given to bondholders.127 The important 

part of this legislation is not that it would privilege bondholders; it 

is that it would establish a priority that would shape the outcome of 

bankruptcy and create reliable expectations that could guide con-

duct and negotiations when a city began to contemplate bankruptcy.

Alternatives to Bankruptcy
Another problem that has contributed to the occurrence of munici-

pal bankruptcies is the lack of alternative procedures that cities and 

their creditors can employ when the city begins to suffer financial 

problems. When financial problems first occur, employees, bond-

holders, and others with an important stake in the city all compete 

for the city’s increasingly scarce revenue resources. In many cases, 

when bankruptcy itself is the only means of resolving conflicts, this 

competition occurs in the context of the city’s political process; and 

if the political process fails, there is nowhere left to turn but the 

bankruptcy court. But if there are alternative means of resolving con-

flict other than the city’s political process and the bankruptcy court, 

compromises can be reached through less costly and painful means 

than municipal bankruptcy.

Several states have developed programs designed to help their 

cities better manage their finances and to head off a municipal finan-

cial crisis before it occurs. For example, since 1987, Pennsylvania has 

had legislation creating a program to assist financially troubled local 

governments in avoiding insolvency.128 But entering this program has 

often proven to be a one-way street; of the 27 local governments that 

have entered the program, only seven met the conditions to leave 

it.129 In 2014, the state’s legislature set an eight-year limit for a city to 

be in the program, and it allowed local governments to raise a payroll 

tax to generate additional revenue.130

Michigan has had an intervention program for financially troubled 

cities since 1990.131 Under this program, the governor had the 

authority to appoint an emergency manager for cities in financial 

distress, and this manager had extensive authority to control the 
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financial (if not the political) functions of city government.132 In 2012, 

Michigan changed this program to allow cities to choose a mediator 

or bankruptcy filing as an alternative to an emergency manager.133

Rhode Island has an incremental process for helping cities 

emerge from financial problems.134 The process begins when the 

state appoints an emergency manager. If that does not resolve the 

problems, a budget commission is established for the city; the ap-

pointment of a receiver is the last resort.135 A city must complete all 

three parts of this process before obtaining state authorization to file 

for bankruptcy.136

Other states take different approaches, many of which are 

quite modest, sometimes consisting primarily of mediation services 

designed to help resolve political conflicts or facilitate negotiation be-

tween a city and its creditors.137 But the important lesson is to have a 

state-authorized process that can be activated when a city begins to 

suffer financial distress but is not yet in a position where a bankrupt-

cy filing would be necessary or advisable.

Conclusion
In a sense, a city is like a battleship or an aircraft carrier—an 

enormous entity that moves slowly and adjusts its course even more 

slowly and over a great distance. When economic exigencies arise 

that make an established course problematic, the city has to change 

directions, but it cannot turn on a dime. In many cases, like Detroit’s, 

a city facing long-term economic problems recognized the need for 

a change of direction but lacked the capacity to do so readily and 

eventually steamed straight into bankruptcy. City and state govern-

ments must develop instruments that can help cities detect the need 

for a course change at the first opportunity and that can make it 

somewhat easier for the city to chart a new financial course so that it 

can avoid bankruptcy altogether. 
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